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Though Connecticut often earns top
grades for the health of its economy—
firms are efficient and competitive,
workers are productive and well-
paid—its marks for small business
vitality are less stellar.  CFED’s just-
released 2006 report card on the eco-
nomic health of the states awards
Connecticut “A”s in subjects like
“Innovation Assets,” “Human
Resources,” “Equity,” and “Earnings
and Job Quality.”  But when it comes
to “Entrepreneurial Energy” the state
rates only a “B.”  Few school kids
would be ashamed to bring home a
grade like that, especially when it
represents a distinct improvement
over the “C” in the same subject on
the previous report card.  
But with small businesses accounting
for most of the new job growth in the
U.S., and with Connecticut earning an
abysmal “D” in “Employment Growth”
from the schoolmarms at CFED,
improving the state’s grade in entre-
preneurship could carry the added
bonus of raising Connecticut’s marks
in job creation.  So what can the
Nutmeg State do to put more oomph
into its small business sector?
MEASURING
ENTREPRENEURSHIP
Entrepreneurs are admired for
their pluck, hard work and gritty
determination.  But it doesn’t hurt that
their labors can also be a catalyst for
innovation, employment and econom-
ic growth.  In fact, such spillover ben-
efits  are what motivate public policy
efforts to foster an entrepreneurial-
friendly environment. 
According to CFED’s study, two
factors kept Connecticut wanting in
“entrepreneurial energy”: low rates of
new company formation (rank: 33rd
of 50) and the slow pace of job cre-
ation among start-ups (31/50).  But
one problem is that CFED, in measur-
ing “entrepreneurship”, relies on data
for firms applying for new employer
identification numbers (EINs).  Not
everyone who is self-employed files for
an EIN (if, for example, their business-
es haven’t matured enough to justify
hiring employees), and not all busi-
nesses that do file count as entre-
prenuerial enterprises.
Data from another source paint a
different picture.  The U.S. Bureau of
Economic Analysis (BEA) tracks the
number of sole proprietorships and
partnerships across states.  In 2004, the
latest data available, Connecticut
ranked 14th among states in the share
of all nonfarm workers who are self-
employed—what could be called the
rate of entrepreneurship. What’s more,
Connecticut ranked 2nd in the change
in the entrepreneurship rate over the
last several years.  Between 1997 (when
self-employment in Connecticut
reached a late-1990s plateau) and
2004, Connecticut’s entrepreneurship
rate climbed from 15.8 to 18.6—a 2.8
point increase.  Only Georgia did bet-
ter, with a 3.0 point jump.  
Litchfield County boasts the high-
est concentration of self-employed in
the state—27.6% of nonfarm workers
worked for themselves in 2003,
according to the latest figures.
Tolland County was a close runner-up
with a 26.6% rate.  Since 1997, how-
ever, Fairfield County has seen the
healthiest  growth in the number of
sole-proprietorships—a 23.0% incr-
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WHY WORK ALONE?
The decision to go into business
for oneself is the result of a complex
interplay of personal, demographic,
economic and policy factors.  In two
recent working papers published by
the Federal Reserve Bank of St. Louis,
researchers attempted to quantify the
impact of these factors on entrepre-
neurship rates across states during the
1990s.  (See Yannis Georgellis and
Howard J. Wall, “Entrepreneurship
and the Policy Environment”, and
Thomas A. Garrett and Howard J.
Wall, “Creating a Policy Environment
for Entrepreneurs”).  As the titles sug-
gest, the St. Louis economists were
particularly interested in what effect
the public policy environment had on
self-employment, after controlling for
the influence of business environment
and demographic forces.  
What can a similar model tell us
about the influence of policy, demo-
graphics and business conditions since
the 1990s? More to the point, what
might this mean for Connecticut in
particular?
The table below shows the results
of my least-squares regression analysis
of all fifty states for the years 1997 and
2004.   All three of the variables cho-
sen to capture the demographic profile
of each state’s workforces—age (the
share between 45 and 64), gender (the
share female), race (the share non-
white)—are statistically significant.
The signs of the coefficients suggest
that the typical entrepreneur tends to
be middle-aged, male and white.  Self-
employment also varies positively with
the educational attainment of the gen-
eral population.  A related variable, the
number of patents per capita awarded
in each state, suggests that entrepre-
neurship goes hand in hand with
inventiveness of a state’s population.
The variables chosen to model the
business environment turned out to be
more of a mixed bag.  Home prices
and unemployment rates, which both
tend to move with the business cycle
though in opposite directions, have no
statistically significant impact on
entrepreneurship rates.  But personal
financial factors seemed to be impor-
tant.  Entrepreneurship varies inverse-
ly with per capita income levels—per-
haps low incomes compel individuals
to take unusual risks, like starting their
own businesses.  Self-employment also
varies directly with the income premi-
    50-State Average          Entrepreneurship Rate    
1997/2005 combined   from a 10% Increase 
         in the Variable
Policy Variables
Corporate Tax Rate   6.4%      -1.4%
Homestead Exemption Rate 39.0%       0.3%
Personal Income Tax Rate   5.2%       0.0%
Business Conditions
Real Home Price ($1982-84)          $77,600  Not significant
Unemployment Rate   4.9% Not significant
Real Per Capita Income ($1982-84)          $16,000      -6.4%
Per Job Ratio: Proprietor to Wage/Salary Income   0.76       1.1%
Service Jobs as Percent of Total 81.9%       9.6%
Demographic Variables
Percent Workforce Aged 45-64 33.2%       4.7%
Percent Workforce Female 46.8%    -12.0%
Percent Workforce Non White 15.3%      -0.4%
Percent Population 18+ College Educated 24.7%       3.3%
Patents per 10,000 People   2.29       0.3%
Percent Change in the 
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um earned by working for oneself.  As
the ratio of proprietor earnings to wage
and salary earnings grows, self-employ-
ment rates increase apace.  Finally, the
services “intensity” of a state’s economy
appears to matter, too.  The greater the
concentration of service jobs in an
economy, the higher the incidence of
entrepreneurship.
THE POLICY ENVIRONMENT
For states interested in promoting
an entrepreneurial culture, manipulat-
ing the kinds of demographic and
business environment variables dis-
cussed above is seldom a viable option.
Modifying policy variables like tax rates
is far more practical.  And the regres-
sion results suggest that policies can
have a major impact on the rate of self-
employment.  Entrepreneurship
appears especially responsive to three
key policy variables: the personal
income tax rate, the corporate income
tax rate, and the maximum allowable
exemption for a homestead during
bankruptcy proceedings.  But none of
the connections between entrepreneur-
ship and these policy variables shows a
simple linear relationship.
Consider the personal income tax.
The empirical results suggest that, as
the maximum tax rate rises in the
range of zero to 5.2%, the self-employ-
ment rate falls, as expected, because
the higher tax rates suppress the supply
of entrepreneurs.  Curiously, though,
as the rate rises above 5.2%, self-
employment goes up again, so the
actual connection between entrepre-
neurship and the in-come tax rate is
the U-shaped relationship shown in
the first graph below.  Why the change
in direction at high tax rates?  The St.
Louis Fed economists suggest that
being an entrepreneur affords greater
opportunities to shelter income from
taxes, an activity that becomes more
valuable the higher the tax rate.
The connection between the cor-
porate income tax rate and the rate of
entrepreneurship follows an S-shaped
curve, as shown in the second graph.
Thirty nine of fifty states are located
along the downward-sloping portion
of the curve, at tax rates of between
3% and 9%, where increases in the
corporate tax burden reduce entrepre-
neurship, perhaps because prospective
business owners balk at the high tax
rates.  The positive link between cor-
porate taxes and self employment at
high tax rates suggests that an onerous
tax environment might reduce job
opportunities at existing firms and
force some workers out of wage and
salary employment and into self-
employment.
As with corporate taxes, the rela-
tionship between self-employment and
the homestead exemption rate also fol-
lows an S-shaped curve.  The self-
employed frequently put their person-
al assets at risk from creditors.  By
shielding all or part of the value of a
home, the homestead exemption raises
the incentives for self-employment.  So
the link between the exemption and
entrepreneurship is positive, at least at
first.  But the existence of the exemp-
tion might discourage creditors, like
banks, from extending loans to small
businesses, so at high exemption
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effect on self employment becomes
negative.
Two other policy variables seemed
like good candidates for this model:
the sales tax rate (which might discour-
age entrepreneurship), and Small
Business Investment Corpora-tion
(SBIC) financing (meant to encourage
small business).  But neither turned
out to be significant, and so were
excluded from the final specification.
The model explains about 64% of
the variation in self-employment across
states.  For Connecticut the regression
produced a close estimate of the state’s
1997 entrepreneurship rate (15.1%
predicted, 15.8% actual), but fell well
short of the mark in 2004 (16.6% pre-
dicted, 18.6% actual).  Thus, while the
model anticipated a significant jump
in self-employment, it accounted for
only about half the actual increase.
Connecticut’s predicted growth in
entrepreneurship traces entirely to
changed demographic conditions.  Be-
tween 1997 and 2004, the policy and
business environment turned a bit less
favorable for self-employment, but the
increase in educational attainment and
aging of the population, in particular,
were more propitious. 
PRACTICAL EFFECTS
The results from the model sug-
gest that from a policy standpoint, self-
employment is maximized when states
set their corporate tax rates at 3.1%,
homestead exemption rates at 49.1%,
and their personal income tax rates at
zero.  Such a policy mix may well be
impractical, and no state achieved a
perfect score in 2004, though some
came close.  Texas did best, with a
4.5% corporate tax rate, 100% home-
stead exemption and no income tax.  If
the Lone Star State were to shift to the
self-employment-maximizing mix of
taxes and exemptions, the model
would predict a rise of the entrepre-
neurship rate of just 6.7%.  New
Hampshire, with an 8.5% corporate
tax rate, 44.5% exemption rate and no
income tax ranked second: The entre-
preneurship-maximizing mix would
raise the self-employment rate in the
Granite State by 7.6%.
Connecticut is a lot like the aver-
age  state, for which public policy
reduced self-employment by 20.5% in
2004; for the Nutmeg State the drag
was 19.5%.  At 7.5%, corporate taxes
in Connecticut are slightly above the
6.7% 50-state average (though they are
lower here than in New Jersey,
Massachusetts and Rhode Island and
equal to the rates in New York).  The
top income tax rate in Connecticut,
5.0%, is a little lower than the 5.2%
50-state average (but significantly
below New Jersey’s 6.4% and New
York’s 7.4%).  And Connecticut’s
homestead exemption, $75,000,
amounted to just 28% of a median
home’s value in the state in 2004, com-
pared with a 39% average for all states.
Boosting entrepreneurship in
Connecticut through policy adjust-
ments won’t come easily, however.  The
most painless policy remedy, in terms
of general fund revenue sacrificed,
would be to raise the homestead
exemption rate to about half a home’s
value.  
Unfortunately, in Connecticut’s
case, the gain in self-employment
would be negligible.  Reducing income
tax rates would have a measurable
impact on entrepreneurship but carry a
steeper price tag. Eliminating the per-
sonal income tax would add a predict-
ed 2 points to our rate of entrepre-
neurship, raising the number self-
employed by about 11%, but costing
the state about half its general fund
revenue ($5.2 billion in FY 2005).
Much the same effect might be
achieved at a fraction of the cost by
reducing the marginal tax burden on
the self-employed through devices like
tax credits for small businesses.  
A wholesale reduction in the cor-
porate tax rate would be a far less oner-
ous budget burden.  Trimming the
corporate tax rate from 7.5% to 3%
would add a predicted 1.3 points to
our entrepreneurship rate, raising the
number self-employed by about 6.8%,
but cutting  general fund revenues by
less than 4%.  
Whether the gains from increased
business vitality and employment
would be worth the revenue losses is as
much a political calculation as it is an
economic one.  Estimating the eco-
nomic effects from an increase in self-
employment is beyond the scope of
this study.  But demographic and other
forces seem to be moving Connecticut
in the direction of higher levels of self-
employment in any event.  And adding
just a little more than a point to the
state’s self-employment rate would be
enough to push Connecticut into the
top-ten tier of the most entrepreneurial
states in the country. 
WHERE POLICY HURTS THE MOST:
PERCENT REDUCTION IN SELF-EMPLOYMENT FROM PUBLIC POLICY, 2004
Source: The Connecticut Economy